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be limited, as the Act provides, to equalizing the rates to health care providers for existing,

available services in rural areas with the rates for comparable service in urban areas. In addition,

support should be limited to full-time health care facilities and only for those services actually

used by such providers solely in connection with providing health care.74

XI. Only Telecommunications Carriers May Receive SUlW0rt Payments For Services
provided to Schools and Libraries.

Bell Atlantic agrees with the Joint Board's recommendation that schools and

libraries should receive discounts for telecommunications services,75 subject to the absolute

prohibition contained in the Act on resale by both educational institutions and by any other

entity.76 The goal of promoting the education of both students and the community as a whole

will be furthered by giving schools and libraries discounted telecommunications services and

access to advanced telecommunications and information services.77 This goal will be furthered

by adoption of the Joint Board's proposal. The Act, however, limits the Commission's role to

determining the discount level for interstate services, giving states exclusive authority to

prescribe rate levels for intrastate telecommunications services for schools and libraries.78

Accordingly, the discount levels adopted in this proceeding must be limited to interstate services.

74 See 47 U.S.C. §§ 254 (e) and 254(h)(5)(B).

75 RD at ~~ 555-56.

76 Id. at ~ 597. See 47 U.S.c. § 254(h)(3).

77 47 U.S.C. § 254(h)(1)(B) and (2).

78 47 U.S.C. § 254(h)(l)(B).
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The Joint Board also recommends that the "services" that may receive discounted

support be expanded beyond telecommunications services to include inside wiring to each

classroom and subscription payments to Internet Service Providers.79 Under the principle of

competitive neutrality, it proposes that any provider of these wiring and Internet services which a

school or library selects may receive reimbursement.8o

Although the Board's goal is laudable, the Commission is powerless to adopt it.

The 1996 Act limits universal service fund reimbursement to entities that are

"telecommunications carriers.,,81 Providers of inside wiring and Internet access services may

include a wide range of entities, including, but in no way limited to, telecommunications carriers.

As a result, the Commission must limit recovery from the universal service fund for inside

wiring and Internet access to telecommunications carriers.82 Given this narrowing of education

universal service support, the Joint Board's recommended cap of$2.25 billion on annual

education support83 is excessive and should be reduced.

79 RD at ,-r,-r 462-65,473-84.

80 Id.

81 See, e.g., 47 U.S.C. §§ 254 (e), 254 (h)(I)(B) and (2).

82 Bell Atlantic has been conducting "Net Days" throughout its region, in cooperation
with state and local education officials, the Communications Workers of America, and other
organizations and companies. These programs will continue well into 1997. Bell Atlantic
contributes inside wiring kits and instructions, and its employees, working with the schools and
community volunteers, donate their skills to install wiring inside the schools. The goal of this
program is to provide, through private, voluntary efforts, the inside wiring services that the Joint
Board recommends be subsidized through the universal service fund. In addition, Bell Atlantic­
Washington, D.C., Inc. has recently agreed to contribute $3 million over the next few years,
among other purposes, to provide Internet access to schools and libraries in the District of
Columbia.

83 See RD at,-r 556.
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XII. SLC and CCL Issues Should Be Deferred Io Access Reform.

Bell Atlantic supports the Joint Board's recommendation to remove Long Ierm

Support ("LIS") from access and to include such support in the universal service mechanism.84

The Commission should not, however, adopt the Board's further recommendation to reduce the

subscriber line charge ("SLC") by apportioning to the SLC a portion of any reduction in the

carrier common line ("CCL") charge.85 Under the Commission's rules, CCL recovers common

line costs not recovered by the SLC (called the "base factor overflow"),86 NECA LIS

payments,87 and pay telephone costs.88 Ihe LIS costs, which the Joint Board recommends be

recovered through the universal service charge mechanism,89 and the pay telephone station

equipment costs, which are in the process of being removed from the CCL,90 are not common

line costs. The SLC, however, is limited to recovery of common line costs, not LIS and pay

telephone station equipment costs (which were assigned only to CCL, not SLC).91 It would,

84 RD at ~ 768.

85 Id. at ~ 773.

86 47 C.F.R. § 69.502.

87 47 C.F.R. § 69.612.

88 47 C.F.R. § 69.103.

89 RD at ~~ 767-68.

90 Implementation ofthe Pay Telephone Reclassification and Compensation
Provisions ofthe Telecommunications Act of1996, Report and Order, CC Docket No. 96-128,
FCC 96-388, ~~ 128, 183-84, 187 (reI. Sept. 20, 1996); See also, Order on Reconsideration,
FCC 96-439, ~~ 142, 191-92, 194 (reI. Nov. 8, 1996).

91 See 47 C.F.R. §§ 69.103,69.501.
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therefore, be inappropriate for the Commission to reduce the SLC to reflect reductions in costs

that were never part of the rate element that the SLC was designed to recover.

Bell Atlantic agrees that Commission examination of SLC levels and CCL

recovery is long overdue. However, that examination should be undertaken in the Commission's

forthcoming access charge proceeding, rather than in the context of universal service, because the

issues are intimately related to the restructuring of access charges and should not be addressed

here, in isolation. It would be appropriate for the Commission to ask for comments on the Joint

Board's recommendations as part of that proceeding.

Wherever the Commission addresses these issues, it must insure that LECs obtain

full cost recovery. However the SLC and CCL are restructured, the Commission must allow

LECs to recover all of the common line costs, as defined in the Commission's rules, that are

currently recovered through SLC and CCL charges.92

XIII. Conclusion

The Joint Board has developed a comprehensive proposal to carry out the

provisions of Section 254 of the 1996 Act to maintain universal service to high-cost areas and

low-income subscribers, and to introduce new support mechanisms for schools, libraries, and

rural health care providers. By adopting the Board's recommendations, with the changes that

Bell Atlantic proposes, all of which are required by statute or public policy, the Commission will

92 See 47 C.F.R. § 69.104-05.
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have met Congressional intent to preserve and advance universal service well into the next

century.
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By their Attorney
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1. I am a Senior Fellow in Economic Studies at the Brookings Institution in

Washington, DC, a position that I have held since 1978.' Prior to that I was Acting Director,

Deputy Director, and Assistant Director of the Council on Wage and Price Stability in the

Executive Office ofthe President, and in 1974-75 I was an adviser to Commissioner Glen

Robinson ofthe Federal Communications Commission. I was an Assistant Professor and
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2. I have been asked by Bell Atlantic to provide an analysis oftwo aspects ofthe Joint

Board's recommendations to the Commission on principles to be used in establishing a universal-

'The views expressed herein are solely my own and should not be taken to represent the
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service policy. SPeCifically, I have been asked to comment on (1) alternatives for assuring that the

contributions to a universal-service fund be competitively neutral and (2) the appropriate use of

proxy models in determining the levels ofhigh-cost support.

Competitive Neutrality

3. The 1996 Act requires that "Every telecommunications carrier that provides interstate

telecommunications services shall contribute, on an equitable and non-discriminatory basis... to

mechanisms established by the Commission to preserve and advance universal service." The

Commission's NPRM asked for suggestions on structuring such contnbutions to the universal­

service fund so as to satisfy, among other goals, the principle of "competitive neutrality" among

telecommunications carriers. In its Recommendations to the Commission, the Joint Board

concluded that a charge based on gross revenues from interstate and intrastate services net of

transfer payments to other carriers would satisfy this objective.

4. The principle ofcompetitive neutrality requires that all competitors contribute to the

fund and that the contn"butions not be structured to allow some carriers to gain at the expense of

others. However, most of the burden ofthese charges will be borne by telecommunications users,

not by the carriers themselves, since these contn"butions are essentially taxes on telecom services

that will be passed on to final consumers ofthe services. Thus, in fulfilling its role to fund

universal service subsidies in a manner consistent with the public interest, the Commission should

not be concerned about the identity ofthe particular telecommunications firms making the direct
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payments into the universal-service fund, but rather it should insure that the contribution

mechanism does not unfairly penalize any identifiable competitor or set of competitors in the

marketplace.

5. The Joint Board's recommendation that all interstate carriers contnlmte on the basis of

their revenues less payments to other carriers is based on its professed view that such a system is

both administratively simple and competitively neutral. It rejected the suggestion that the

payments simply be based on retail revenues on the dubious ground that such a payment would

"relieve" wholesale carriers from directly contnouting to support mechanisms. This rejection

apparently reflects a misunderstanding ofthe impacts ofthe two alternative systems. This can be

seen by examining the effects ofany contribution level-- i.e., tax rate -- imposed in each manner.

6. Begin by assuming that retail services are offered today at 15 cents per minute

regardless oftime or geographic location and that "wholesale carriers" -- the LECs -- supply

originating and terminating service at a price of2.5 cents per minute on each end. Ifthe

contribution rate is 10 percent, a contnlmtion based on net revenues less transfer payments would

find the retail service provider, the IX carrier, paying 10 percent of 10 cents per minute (15 cents

revenue less 5 cents in transfer payments for originating and terminating access) or 1 cent per

minute of service and the LECs -- the wholesalers -- paying 10 percent of 5 cents per minute, or

0.5 cents per minute in toto. If the LEes are permitted to pass this 0.5 cents forward to their

customers, the IX carriers, the IX carriers incur 0.5 cents per minute in higher access charges and

1 cent per minute in contribution charges, or 1.5 cents per minute in all.
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7. Now, assume that the contribution is based on retail revenues. The retail IX carrier

would contribute (be taxed) at a rate of 10 percent ofits 15 cents per minute retail rate. Its

contribution would still be 1.5 cents per minute. The effect of the two systems on the IX carrier

and therefore retail customers should be identical. In a constant-cost, competitive interstate

market, the 1.5 cents per minute would be passed on completely to consumers, who would reduce

their use ofthe retail service by 10 percent times their price elasticity ofdemand.

8. The ''burdens'' of these two contribution payment systems are the same. Customers

would suffer losses in consumer surplus, and both the IX carrier and the wholesale carriers -- the

LECs -- would encounter the same reductions in the demand for their services. There is no

essential difference between the systems as long as the regulated LEes are aBowed to pass the

contribution charges on to their downstream customers in the form of higher access

charges or in surcharges on rates for unbundled network elements. Therefore, the Joint

Board's recommendation of requiring contributions to be based on revenues less transfer

payments to other carriers is competitively neutral only if the regulated LECs are permitted to

adjust their rates for the contributions tax. Otherwise, the LEC shareholders -- unlike the

shareholders ofthe unregulated IXCs, who may freely adjust their rates -- would be required to

shoulder the burden ofthe contributions charges.

9. Since the new Universal Service contn"bution system would be an "exogenous" change

in regulatory policy, each LEC should be allowed to adjust its interstate rate cap or otherwise

reflect this charge in its customer rates. Otherwise, the assumptions that lie behind the FCC's
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price-cap regulation are violated as is the principle ofcompetitive neutrality. The non-dominant

(~, largely unregulated) retail carriers will be permitted to pass on these charges to final

customers in the form ofhigher rates; the regulated LECs must be allowed to do the same.

Clearly, the Commission could be spared a great deal ofadministrative costs by simply levying the

contnbution charge on retail services.

10. Finally, the Joint Board's recommendation that universal service contributions for

interstate carriers be based on aD telecommunications revenues -- whether interstate or intrastate

-- violates the principle of competitive neutrality and will create unfortunate distortions in the

marketplace. Those carriers offering both interstate and intrastate services may be competing in

the intrastate market with other carriers who do not offer interstate services. The fonner carriers

would be forced to contribute in proportion to their total revenues, including intrastate revenues,

under the Joint Board's recommended plan, but the latter carriers, which could include new

entrants into local-exchange service markets, would make no contnbutions. Thus, carriers

operating in both the interstate and intrastate jurisdiction would face a competitive handicap in

competing in the intrastate market. Ifthe contribution rate were high enough, carriers operating in

both jurisdictions would be forced to consider spinning offeither their interstate or intrastate

operations to avoid contribution charges, thereby sacrificing economies of scope just to avoid the

unfortunate handicap imposed by a federal universal service policy.
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Use of the Cost Proxy Model for mgh-Cost Assistance

11. The Joint Board has recommended that payments to carriers in high-cost areas be

determined by the difference between the estimated cost of service and a nationwide "benchmark"

rate that reflects the Commission's judgment about the affordability of service. The estimated cost

would be determined by reference to a "proxy" model ofthe LECs' costs, based on a forward­

looking engineering estimate of an "efficient carrier."

12. The Joint Board's recommendation that high-cost assistance be based on engineering

estimates of serving a given geographic area will encourage carrier efficiency, an incentive lacking

in the current system ofproviding subsidies to high-cost carriers. The current system needlessly

discourages carriers in high-cost areas from minimizing their costs through improved technology

or more efficient operations. The use ofa proxy model that bases the high-cost subsidies on a

nationwide estimate ofthe cost ofserving areas ofa particular population density would

encourage greater efficiency among high-cost, rural carriers. The model could, however, be

developed on a state by state basis and have the same effect. Alternatively, these high-cost

payments could be based on embedded costs over an entire state or over the entire comrtry and

still be structured in a manner that encourages efficiency.

13. A proxy model based on the most efficient technology for serving various areas ofthe

country may be useful in reflecting the differences in costs across various areas and therefore

could be used to allocate the high-cost funds fairly and reasonably efficiently. No such model can
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be a completely accurate estimate ofan existing carrier's or a new carrier's costs of serving a given

set of subscribers efficient1y~ but the differences in estimated costs from a proxy cost model across

areas ofdifferent densities may reflect differences in the underlying, necessary costs ofbuilding

and operating facilities. Nevertheless~ use ofthe proxy model will not compensate incumbent

LECs fully for the difference between their embedded costs and the benchmark rate.

14. Moreover, the Commission should not conclude that the reasonableness ofa proxy

cost model for distributing subsidy monies is grounds for using it for other purposes. To the

extent that such a model fails to allow for all the costs ofproviding various services, the carriers

in high-cost areas can respond by seeking regulatory approval for adjustments in their retail dial­

tone rates. Ifthe proxy model is used for other purposes, such as the structuring of interstate

carrier access charges, the LECs have no such recourse. Use ofproxy models that do not include

all embedded costs necessarily result in rates that are below the carrier's actual costs. Since the

regulated rates for all services, including carrier access rates, must be structured to allow the

LECs to recover their actual costs~ a proxy model cannot be used as the basis for setting all of

these regulated rates. Even rate caps are designed to permit this full cost recovery when the LECs

achieve productivity growth consistent with the productivity-growth offset (X) in the rate-cap

formula. Use ofa proxy model to recalibrate rates not only violates the purpose ofthe rate cap

regime~ but it fails to allow the LECs the opportunity to recover their full costs.

15. Therefore, the Commission should clearly distinguish the design ofa cost model for

the purpose of allocating high-cost universal-service subsidies from the cost model that is required



to set rates such as carrier access rates. The latter must be designed very carefully to insure that

ILECs are not forced to operate with less than fully-compensatory rates. The former is simply a

mechanism for allocating federal subsidies that are a discretionary part of the recovery ofrural

carriers' costs.

I declare under penalty ofperjury that the foregoing is true and correct to the best ofmy

beliefand knowledge.

Executed on December 19, 1996.

~~I o,LMdaLt~
Robert W. Crandall
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